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Licensing in China: Practical
Considerations and Tax Implications
By ARTHUR Ho
Resident Partnerin Hong Kong, Price-Waterhouse. B.A.,
Claremont Men's College; J.D., Boston University.

INTRODUCTION
Since the People's Republic of China (China) opened its doors in
1978, significant progress has been made with the help of foreign investment. The Chinese view foreign investment as a vital ingredient in the
country's ambitious plans for economic modernization, while foreign
companies look at the potentially vast China market as a new opportunity for trade and investment. There are two main forms of foreign investment in China, namely, equity joint ventures and cooperative
ventures, the majority of which have been established since 1981. This
Article* reviews the progress of some of these investment projects and
discusses the problems encountered during contract negotiations and the
solutions for overcoming the negotiation hurdles.
I.

TYPES OF INVESTMENT STRUCTURE

The selection of the form of investment structure is an important
step in an investment. The form of the venture as an equity joint venture
or a cooperative venture should be determined during the project negotiation stage because of significant financial and tax implications.
A.

Equity Joint Ventures

Equity joint ventures in China refer to those enterprises established
by Chinese and foreign companies under the Joint Venture Law.1 Under
the Joint Venture Law, the equity joint venture is a limited liability com* Adapted from a speech delivered at the Sixth Annual Symposium on International
Legal Practice held at University of California, Hastings College of the Law on February 21,
1987.
1. Law of the People's Republic of China on Joint Ventures Using Chinese and Foreign
Investment [Joint Venture Law] (1979), trans. in [1 Bus. Reg.] China Laws for Foreign Busi-

ness (CCH Austl. Ltd.)

6-500 (Dec. 12, 1986).
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pany.2 The company is managed jointly and profits and losses are distributed according to the ratio of each partner's investment
contribution. 3 During the life of the venture, the foreign partner's equity
contribution cannot be repaid. However, at the end of the joint venture
period, the company will be liquidated and the assets distributed to the
partners according to their shareholdings.4 In an equity joint venture it
is the company that is the taxable entity, and the effective income tax rate
is thirty-three percent.5 A simple example illustrates this:
Party A (Chinese) 60%
Party B (Foreign) 40%
GROSS REVENUE
Less expenses

RMB 100,000,000
90,000,000

Taxable profit
Joint Venture Income Tax (33%)

10,000,000
3,300,000

After tax profit
Reserve fund, enterprise
expansion fund, and staff bonus
and welfare fund (approx. 10%)

6,700,000

Distributable profit (after tax)

6,000,000

Profit distributed to Party B
(RMB6,000,000 X 40%)
Dividend withholding tax (10%)

2,400,000
240,000

PROFIT REMITTABLE ABROAD
Approx.

700,000

RMB
US$

2,160,000
580,000

It is assumed in the example that in a joint venture Party A owns
sixty percent of the share capital and Party B owns forty percent. In year
198X the gross revenue of the joint venture is RMB 100 million and expenses total RMB90 million, yielding a taxable profit of RMB10 million.6
Joint venture income tax is levied at thirty-three percent, yielding an after tax profit of RMB6.7 million. By law, the joint venture must provide
for three funds before its profit can be distributed to the shareholders.7 It
2. Id. art. 4.
3. Id. arts. 4, 7.
4. Id. art. 7.
5. Income Tax Law of the People's Republic of China Concerning Joint Ventures with
Chinese and Foreign Investment [Joint Venture Income Tax Law] art. 3 (1980), trans. in [Taxation] China Laws for Foreign Business (CCH Austl. Ltd.) 33-500 (Apr. 4, 1986).
6. "RMB" refers to renminbi, China's official currency.
7. Joint Venture Law art. 7.
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is assumed here that the total amount to be transferred to the three funds
(the reserve fund, the enterprise expansion fund, and the staff bonus and
welfare fund) is approximately ten percent of the after-tax profit, or approximately RMB700,000. The amount of profit available for distribution, therefore, is RMB6 million. Because Party B is entitled to a forty
percent share of this profit, his entitlement is RMB2.4 million. Since
there is a ten percent dividend withholding tax payable on remittance
under the Joint Venture Income Tax Law,' the net amount distributed to
Party B is RMB2.16 million. That amount is equal to approximately
US$580,000.
The example illustrates that joint venture income tax is assessed at
the company level and that the foreign shareholder must pay a ten percent dividend withholding tax on repatriation. Joint ventures are normally entitled to a two-year tax holiday and a three-year fifty percent tax
reduction, the tax holiday commencing when the joint venture has recovered all losses from previous years. 9
B.

Cooperative ventures

By comparison, a cooperative venture is similar to a Western style
partnership in that the partners are treated as separate taxpayers. Unlike
an equity joint venture, the cooperative venture is not required to distribute its profits according to the investment ratio; the distribution ratio
is fixed according to the individual contracts. For this reason, a cooperative venture also is called a contractual joint venture. This form of business structure is often used in production-sharing projects, such as those
involving coal, oil, and gas, and is also used frequently in hotel and tourist projects. The Foreign Enterprise Income Tax Law applies to cooperative ventures. 10 Using the above example, the differences can be shown
as follows:
8. Joint Venture Income Tax Law art. 4.
9. Joint Venture Law art. 5.
10. Foreign Enterprise Income Tax Law of the People's Republic of China art. 1 (1981),
trans. in [Taxation] China Laws for Foreign Business (CCH Austl. Ltd.) 32-500 (June 18,
1987).
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Party A (Chinese) 60%
Party B (Foreign) 40%
GROSS REVENUE
Less expenses

RMB100,000,000
90,000,000
10,000,000

Taxable profit
Reserve fund, enterprise
expansion fund, and staff bonus
and welfare fund (approx. 10%)

1,000,000

Distributable profit (before tax)

9,000,000

Profit distributed to Party B
(RMB9,000,000 X 40%)
Foreign Enterprise Income Tax
(approx. 45%)
(RMB1O,000,000 X 40% X
45%)

3,600,000

1,800,000
1,800,000
0

Dividend withholding tax (nil)
PROFIT REMITTABLE ABROAD
Approx.

RMB
US$

1,800,000
490,000

It is assumed in the example that in a cooperative venture Party A
and Party B agreed to distribute the profits on a sixty-forty basis. In year
198X the gross revenue of the cooperative venture is RMB100 million
and the expenses total RMB90 million. Thus, the taxable profit equals
RMB10 million. The cooperative venture must also provide for three
funds before partners can receive their distributions. 1 It is assumed for
this example that the total amount to be transferred to the three funds is
approximately ten percent of the taxable profit, or approximately RMB 1
million. The amount of profit available for distribution, therefore, is
RMB9 million.
Party B then receives his share of the profit, forty percent of RMB9
million, or RMB3.6 million. He files a tax return and pays tax on a progressive scale. Party B's share of the taxable product is RMB4 million,
or forty percent of RMB10 million. The average tax rate on this level of
profit is forty-five percent. Thus, the tax payable is RMB1.8 million. Because there is no withholding tax on the repatriation of profits under the
Foreign Enterprise Income Tax Law, the net amount distributed to Party
11. See supra note 7 and accompanying text.
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B is RMB1.8 million, or approximately US$580,000. The financial differences in these two types of investment structure are apparent.
In a cooperative venture, income tax is assessed at the partner level
and there is no withholding tax on profit remitted abroad. In contrast, in
an equity joint venture income tax is assessed at the joint venture company level and foreign shareholders pay ten percent withholding tax on
repatriation. In addition, joint ventures can enjoy tax holidays and tax
reductions, but similar incentives are not available to cooperative
ventures.
II.

CHINA'S EMPHASIS ON TECHNOLOGY TRANSFER

China views licensing as a shortcut in the technological innovation
process. For this reason, investment projects in China invariably involve
the transfer of technology or licensing. More often than not, direct investment is preceded by licensing, which is much less risky and requires
less capital than a joint venture arrangement.
Compared with other countries, China has a number of attractions
to offer, including political stability, speed of development, market development, and low labor costs. There are also a number of drawbacks,
however. The restriction on the movement of capital as a result of the
nonconvertibility of the local currency is the major concern.
Regardless of its drawbacks, China offers most companies what is
potentially the largest single market in the world. For this reason, companies look upon technology transfer as a vehicle for long-term direct
participation in the Chinese market. Because the trend in China is toward permitting minority equity participation (that is, less than fifty percent) in a joint venture, a technology transfer agreement is an ideal
means of testing the market and the partner. Such an agreement allows a
United States company to acquire knowledge of operating conditions, labor problems, and marketing complexities, without having to invest a
large amount of capital.
Even if an investment is not contemplated, licensing permits a
United States company to penetrate market areas which, by reason of
legal barriers, distance, and economics, are not otherwise practically accessible. In addition, mature technology that is becoming obsolete and is
being replaced by more modern technology in the United States may still
have considerable value in China, where the economics of capital investment versus labor costs are very different. While the United States company may be willing to invest millions of dollars in a newer process that
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reduces labor costs, the Chinese company with a shortage of capital and
an abundance of low-cost labor may hold a very different view.
A.

Finding the Most Suitable Partner

Once a company has made a decision to enter the China market, it
must consider how to find the most suitable partner. As domestic competition in China increases, many Chinese organizations will be anxious
to initiate joint venture or licensing negotiations, particularly when the
product or the technology offered by the foreign company is one that the
Chinese Government encourages. In selecting the most suitable partner,
the company should consider the market area available to the Chinese
partner, strategic areas, the quality of the local management, the technical level of the existing factory, and the availability of funds in both dollars and RMB. In addition, if the Chinese partner is a larger
organization with more than one factory, the United States company
should negotiate for the right to choose the plant in which the products
are to be manufactured. Because the degree of efficiency varies from
plant to plant, the productivity may differ by more than one hundred
percent.
B.

Project Approval Authority

After identifying a potential partner, the United States company
must determine the Chinese organization's authority and limitations in
negotiating the project. In other words, the company must determine at
what dollar level the central government must approve the project and at
what level local authorities can approve the project.
With respect to equity and cooperative ventures in Shanghai and
Tianjin, any project of less than US$30 million can be approved locally. 2
On the other hand, such projects up to US$10 million can be approved
by the local authorities in Guangzhou, Beijing, Dalian, Liaoning,
Guangdong, and Fujian, 13 and any project of less than US$5 million can
be approved by the Special Economic Zones (SEZs) and the fourteen
coastal cities.' 4 If a project exceeds the above limits, the Foreign Investment Department of MOFERT in Beijing must approve the investment
project. 15 In contrast, MOFERT must approve any wholly foreignowned enterprise, irrespective of the investment size.' 6
12.
13.
14.
15.
16.

See Overview ofInvestment Incentives, CHINA Bus. REV., May-June 1986, at 20.
Id. at 20, 22.
Id. at 20.
Lee & Ness, Investment Approval, CHINA Bus. REV., May-June 1986, at 14.
Id. at 17.
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A different set of rules is used for technology transfer projects in
China. For instance, local authorities in various cities and provinces can
approve technology transfer projects up to US$3 million. The threshold
is higher in the SEZs at US$5 million. If they exceed the above limits,
projects must be approved by MOFERT's Technology Import Department in Beijing.17 If the technology is contributed as a capital investment in a joint venture, the guidelines for joint ventures apply instead of
those for technology transfer projects. 8
C.

Technology Transfer Payment

As a rule, technology transfer involves machinery sales. The income
element of a technology transfer agreement, therefore, covers the royalty
payment for technology, the sale of production machinery, the sale of
raw materials or components, and technical assistance fees.
If the licensor is also an investor in a joint venture, the machinery
and sometimes the technology form part of the licensor's capital contribution, while the joint venture pays for ongoing technical assistance, any
materials, parts, or components supplied by the foreign partner, and a
royalty based on sales or production. The company also may receive
dividend income from the joint venture investment.
The fee for the technology transfer is paid under one or a combination of the following methods: an initial down payment or disclosure fee;
a lump sum fee based on the capacity of the plant; a minimum annual
fee; a running royalty based on sales or production; or aper diem fee and
reimbursement for living and travel expenses. While a single lump sum
payment is attractive to the foreign partner, it is considered a high risk
form of payment in China and is thus not generally favored. By far the
most common method is a combination of initial lump sum payment and
running royalty. This combination is generally attractive because it enables the company to obtain an immediate return on its investment and
concurrently to share in the success of the licensed product.
Royalties may be calculated as a percentage of the price for which
each article is sold, or as a fixed sum for each article manufactured. Of
these two approaches the former is generally preferred by the foreign
partner because it provides an element of inflation protection. Most
agreements tend to provide for a royalty rate of two to three percent
17. Regulations for the Administration of Technology Import Contracts art. 4 (1985),
trans. in E. ASIAN ExEcuTIvE REP., July 15, 1985, at 28, 29.
18. MOFERT Regulations for the Implementation of the Law of the People's Republic of
China on Joint Ventures Using Chinese and Foreign Investment, Beijing Rev., Oct. 10, 1983,
supplement.
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based on sales, usually for a period of seven to ten years. There is frequently a requirement for a minimum profit or a specified selling price
before the royalty is payable.
If royalties are based on the selling price of the licensed product,
partners should define precisely what is meant by "selling price." Selling
price can be defined as either a gross or a net figure. Gross selling price
can be readily ascertained from an inspection of the joint venture's
books. This method of calculating royalties is generally favorable to the
foreign partner because the price of the product will depend on many
factors, such as transport and distribution costs, which have nothing to
do with the license. For this reason, the Chinese generally insist on paying royalties on the basis of net selling price, including as many deductible costs as possible, such as trade discounts, Consolidated Industrial and
Commercial Tax (sales tax), packaging, insurance, and freight costs.
Some technology transfer agreements may include a provision for
minimum annual royalties. A minimum annual royalty is attractive to
the foreign partner because it guarantees a certain minimum income regardless of the venture's actual sales. In exchange for agreeing to the
minimum annual royalty, the Chinese partner may demand that the royalty be calculated on a sliding scale setting the rate inversely proportionate to the number of articles sold.
D.

Sequence of Technology Transfer

Because technology transfer involves absorption of technical knowhow by the Chinese factories over a period of time, most joint venture
agreements provide for the following sequence of technology transfer:
semi-knock down; complete knock down; complete assembly; and complete assembly with local sourcing of components. Semi-knock down
means that only the assembly of the final product is carried out in China.
This has been the most successful arrangement for companies investing
in China for the first time. In the early trial production stage, a company
ideally should synchronize carefully its assembly operations in China
with the supply center overseas. If the operation in China does not meet
the planned production target, an increase in the stock level overseas and
consequent extra costs to the foreign investor result.
III.

FINANCING THE INVESTMENT VENTURE

In negotiating the financing of a joint venture, most companies attempt to place emphasis on debt over equity, minimize the impact of
devaluation of RMB against dollars, and insist that the Chinese provide
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guarantees on bank loans. The emphasis on debt over equity is consistent with most companies' cautious approach to investing in China. The
more leverage the joint venture can obtain, the less the United States
company must inject its own funds. Another important advantage of
leveraging the investment is that less government control on interest and
principal repayments than on dividends results. By placing emphasis on
debt, it is also possible to repatriate the entire loan, whereas equity investments are subject to the maintenance of a minimum amount of paidin capital. Until recently, there were no formal guidelines on debt-equity
ratios. In 1987 the State Administration for Industry and Commerce
promulgated a set of guidelines governing debt-equity ratios of equity
joint ventures.1 9
To minimize the impact of the devaluation of RMB against the dollar, most companies can denominate the sale of equipment and license
fees in dollars and accept RMB payment only on a very restricted basis.
Where possible, they also can take out local debt denominated in RMB
to balance the exposure derived from the investment in assets. The joint
venture frequently requires United States dollar loans to pay for the investment in imported machinery and equipment. There are a large
number of foreign banks with experience in this type of project financing.
The question of guarantees has always been a contentious issue in
investment project negotiations. The practice of taking security in China
is very different from that in the West. There are no formal guidelines
governing mortgages in China, and the practical difficulty is that a free
market does not operate in China. Accordingly, it is difficult to dispose
of assets, and the resultant value is virtually unpredictable.
Due to the lack of collateral, banks ask for guarantees for project
financing from either the foreign company or one of the authorized Chinese financial institutions. Most foreign investors insist that such guarantees are provided by the Chinese partner because provision by the
United States partner could convey the wrong message to the Chinese,
who might then leave the financial responsibility for the joint venture
solely in the hands of the foreign investor. The current practice of such
Chinese financial institutions as the Bank of China and the China International Trust and Investment Company (CITIC) is to limit the guarantee to a maximum of sixty to seventy percent of the project value; the
19. Provisional Regulations of the State Administration for Industry and Commerce on
the Ratio between the Registered Capital and Total Investment of Sino-foreign Joint Equity
Enterprises (1987), trans. in [1 Bus. Reg.] China Laws for Foreign Business (CCH Austl. Ltd.)
6-554 (June 18, 1987).
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assumption is that at least thirty percent should come from the investor's
equity.
IV.

FOREIGN EXCHANGE

China's attitude towards foreign investment involves the utilization
of foreign capital to fund the modernization program. The general rule is
that a joint venture should be able to support its foreign exchange requirements. In other words, it must be able to generate enough foreign
currency to meet the following payments: expatriate salaries; technology
transfer fees; imported raw materials, parts, and supplies; foreign currency debt servicing; payment of overseas travel expenses; and repatriation of profits.
China's restriction on the convertibility of its currency has been a
major impediment to its ability to attract foreign investment. In recognition of this problem, China has drafted new regulations which aim to
resolve the problem of foreign exchange.2 0 The new measures ban imports of products that can be produced by joint ventures, encourage the
use of more domestically made parts and components, and expand exports of joint venture products.
MARKETING AND PRICING
When export sales are involved, the foreign company often insists on
handling the worldwide distribution of the joint venture's products,
thereby treating the joint venture as an affiliated company. For this reason, the quality of the product must be of a standard acceptable to the
foreign partner and the product must be price competitive in overseas
markets.
As far as domestic sales are concerned, establishing domestic prices
for joint venture products is a very interesting part of the negotiation
process. The pricing system in China basically divides commodities into
three categories. The prices for Category One commodities are fixed by
the central commodity price bureau. These commodities include items
essential to the economy, such as coal, oil, and major construction materials. The prices for Category Two commodities are fixed by the ministries
and the local government. Mechanical and electrical products fall under
this category. The prices for Category Three commodities are determined
20. State Council Regulations concerning Encouragement of Foreign Investment [Foreign
Investment Provisions] (1986), trans. in [2 Bus. Reg.] China Laws for Foreign Business (CCH
Austl. Ltd.) (June 18, 1987).
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at the discretion of the local department in charge or the local trading
corporation.
China is currently reforming it pricing system so that market forces,
supply, and demand will influence it to a greater degree. However, in
establishing a domestic price for the joint venture product, the foreign
partner should inquire of the Chinese partner under which category the
product will fall. If the product is a major construction material within
the parameters of Category One, the price must follow the guidelines set
by the state. On the other hand, if the product falls within the parameters
of Category Three, there will be greater latitude in establishing a range of
prices for domestic sales purposes.
VI.

VALUATION OF LAND CONTRIBUTED BY THE
CHINESE PARTNER

In most ventures the foreign investor contributes technology, equipment, and cash, while the Chinese partner contributes land and factory
buildings. Typically, the Chinese seek to match the value placed on their
capital contributions with the value of the foreigner's share of the investment. Accordingly, the value of land is subject to extensive negotiation
and is a constant source of complaint due to the inflated value placed on
it by the Chinese. Recently, a venture with a 20,000 square meter block
in Shanghai was charged a land rental of RMB300 (or US$75) per square
meter per annum. In the interest of creating a more favorable investment
climate, the State Council issued a new set of regulations in October 1986
on the land-use fee. z '
Negotiating a price for the land is important because there are two
ways of treating land values in a joint venture. The land can be contributed to the venture as capital or it can be leased to the joint venture. If
the Chinese partner already has the right to use the land, then quite often
the land-use right is capitalized as an investment contribution. The contribution is calculated by capitalizing the land-use fee over the life of the
joint venture and discounting it back to its present value. The following
example illustrates this:
21. Foreign Investment Provisions art. 14.
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Joint venture contract (n)
Land use fee per annum
Site area
Annual land rental (A)
(RMB20 X 40,000)
Discount rate (i)
Present value of the contribution
from the Chinese partner
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10 years (n)
RMB20 per sq. m.
40,000 sq. m.
RMB800,000 per annum
7%
=
=

A
RMB800,00010 7

=

approx. RMB6,000,000

In the example, the joint venture runs for ten years, with the landuse fee valued at RMB20 per square meter per annum and a site area of
40,000 square meters. The contribution from the Chinese partner can be
calculated by using the formula shown in the example, "A" being the
annual land rental (RMB800,000), "n" being the duration of the joint
venture (ten years), and "i" being the discount rate (seven percent). Using this formula, the capitalized land value is approximately RMIB6
million.
Once the land is used as an investment contribution, the land-use fee
will not be subject to any adjustment during the life of the joint venture.
On the other hand, if the land-use right does not belong to the Chinese
partner, then the joint venture must pay rental in the form of a land-use
fee each year.
Using the figures in the above examples, the annual rental of
RMB800,000 is charged into the profit and loss account as a current
operating expense. However, where the land is leased, the law provides
that the rate will be fixed for five years.22 After the first five years of
operation, the rate will be subject to revision, normally at three- or fiveyear intervals with increments ranging from ten to thirty percent. On the
other hand, if the land-use fee is prepaid for a period of three years or
more, then quite often it is possible to negotiate for a ten percent discount
on the land-use fee.
VII.

GOVERNMENT ORGANIZATIONS RESPONSIBLE
FOR APPROVING INVESTMENT PROJECTS

A number of government organizations and ministries play a role in
reviewing and approving the proposed joint venture. Apart from the po22. Id. art. 10.
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tential Chinese partner, there are at least ten other organizations whose
support and approval are important.
The State Planning and State Economic Commissions are responsible for ensuring that funds and resources are within the budget and allocated to the joint venture.2 3 MOFERT is responsible for approving all
joint ventures, cooperative ventures, and wholly foreign-owned ventures
in China.2 4 The State General Administration of Exchange Control en25
sures that any commitment in the contract for foreign exchange is met.
The Bank of China is important where the joint venture is applying for
loans to finance the project.2" The State Bureau of Supplies and Materials allocates raw materials to the project,2 7 while the State Bureau of
Commodity Prices approves the prices set for the joint venture products.2" The State Administration of Industry and Commerce issues the
business licenses to the joint venture,2 9 which licenses are renewable on
an annual basis.30 The State General Administration of Customs issues
import and export permits.3 " The Ministry of Finance grants tax incentives or benefits to the joint venture.32 Local branch offices of these organizatins are located in various provinces.
CONCLUSION
The problems attached to operating in China are frequently publicized. It is thus easy to take a negative view toward China as a trade and
investment market. However, a number of successful ventures have existed for a number of years.
In any country where the laws and regulations are still in the process of being developed, great flexibility is needed and there are several
areas that any potential investor must investigate. First, a good understanding of China's business environment is important. The potential
investor must establish what he considers to be the main negotiation issues before embarking on any investment project. Second, it is also very
important for the potential investor to prepare a thorough feasibility
study with assumptions that are realistic and relevant to China's condi23. See Lee & Ness, supra note 15, at 18.
24. Id.
25.
26.
27.
28.
29.
30.
31.
32.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

608
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tions. Third, the potential investor should strive to attain a practical and
economically feasible contract. Finally, a close working relationship
with the Chinese partner both at the commencement of the negotiation
process and during the implementation of the project will greatly enhance the successful operation of the investment venture.

